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THE EFFECTS 


—— doctrine that taxing, spending and borrowing should 
be used to influence the economy rather than to 
promote the prudent management of the government is a 
product of recent theories about fiscal policy. The purpose 
of fiscal policy, according to this view, is said to be the 
maintenance of national income and employment; but in 
reality it is the maintenance of a steady and continuous 
inflation which the devotees of the planned economy so 
often mistake for prosperity. 

A, major tenet of the new fiscal doctrine is that taxation 
affects the price level. It is asserted that taxation, and 
particularly some kinds of taxes, have a deflationary effect. 
Judgments regarding the volume of taxes to be collected, 
or the kinds of taxes to be used, are based on dogmatic 
pronouncements about deflation. Curiously enough, there 
are others who invoke, as an argument against some kinds 
of taxes, the assertion that they are inflationary. 

In discussions of this sort the terms “deflation” aad 
“inflation” are freely used without definition. They have 
become household words generally used to frighten people. 
In the current fiscal demonology, anything that is either 
inflationary or deflationary is bad. Hence, to attach either 
label to a tax serves, for many, as a powerful argument 
against it. 

In a technical sense ‘‘inflation” and “deflation” refer to 
changes in the volume of bank credits. The dictionary 
definition of the verb “inflate” is helpful here. It is “to 
swell or distend with air or gas.” The definition is pe- 
culiarly appropriate in the case of credit expansion through 
public loans. Popular usage of the terms “inflation” and 
“deflation” deals rather with the results of credit inflation 
and deflation in terms of price changes. Price is the mone- 
tary expression of the relation between purchasing power 
and goods. Bank deposit credits are the principal form of 
purchasing power. Hence changes in the amount of bank 
credit affect the volume of purchasing power. In general, 
and without regard to various qualifications, it can be said 
that when total purchasing power increases faster than the 
total of goods, prices rise. On the other hand, if total pur- 
chasing power diminishes, or increases less rapidly than the 
total of goods, prices fall. Whether inflation should describe 
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any price rise or only a relatively severe one, is a matter on 
which the experts are not in full accord. The same questions 
would arise and the same lack of accord would be evident 
regarding the use of the term “deflation’’ in the case of a 
price decline. 

Those who prefer to estimate the effects of taxation 
ptimarily in terms of its influence upon the price level are 
entirely indefinite, but they would probably want to use 
the terms “inflation” and “deflation” to describe moderate 
degrees of price change up or down, respectively. Obvi- 
ously, they would then have a much better basis for their 
case than would be available if these terms meant a rampag- 
ing, runaway price change up or down as the case may be. 
But when there is only a slight movement of prices in either 
direction, it becomes much more difficult to identify with 
precision the factors and influences that may be responsible 
therefor at any given time. Proof that taxation had any- 
thing to do with the change becomes correspondingly more 
difficult to establish. 

More serious difficulties are involved, however, in the 
theory that taxation in general, or specific kinds of taxes in 
particular, can have appreciable effects on the price level. 
The contention that taxation is deflationary is more fre- 
quently advanced than that its effect is inflationary. More- 
over, the whole case for any effects of either sort has been 
built up under the regime of deficit financing. Such validity 
as the deflationary argument may possess exists only under 
a deficit policy; but even so, the connection between taxa- 
tion and the price level is only indirect. 

The reasoning of those who believe in the deflationary 
effect of taxation is about as follows: Taxation deprives the 
taxpayers of money that would otherwise be spent for 
goods and services. This causes a decline in the total pur- 
chasing power available for such expenditures and thus 
leads to a fall in prices. Hence, taxation is deflationary. 

The foregoing summary of the case is somewhat con- 
jectural, for those who assert a deflationary effect for taxa- 
tion have never troubled to set out the successive steps by 
which the conclusion is reached. The gaps in the logic are 
obvious. If the government is spending in excess of its 
current tax revenues, it is evidently meeting the remainder 
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of the outgo, above taxes, by borrowing. Normally, a part, 
if not all of this borrowing is done through the banks. 
The creation of bank deposit credits through sales of bonds 
to the banks is the real source of any inflationary tendency 
that may be manifest. Under such conditions an increase of 
taxation which would reduce the size of the deficit would 
correspondingly lessen the amount of the borrowing. It 
would diminish by so much the inflation of credit and the 
result would be, by comparison, deflationary. This result 
would follow indirectly rather than directly from the tax 
increase, for the levy “ef “additional taxes, per se, would 
cause no change of over-al’ purchasing power in either 
direction. Being on a deficit basis, the government would 
spend promptly all that was taken from the taxpayers. The 
payment of taxes and the spending of receipts would occur 
simultaneously and continuously and the over-all relation- 
ship between purchasing power and goods would not be 
affected by the taxing process. 

Thus it appears that the real reason for such deflationary 
effects as may be produced by taxation is not to be found in 
any direct influence of the tax payment process upon the 
price level, but in the fact that the use of taxes in lieu of 
loans renders the true cause of the inflation less potent. 
Any kind of taxation would serve as well as any other kind 
to reduce the deficit, and hence all kinds of taxation would 
be equally deflationary under these conditions. 

If it be assumed that the budget is balanced, then it 
becomes erroneous to impute effects on the price level to 
any kind of tax. From the standpoint of the mechanics of 
the process, taxation is merely a transfer of income or pur- 
chasing power from the citizens to the government. Each 
taxpayer can spend less for goods and services by the 
amount of his tax. This fact would be capable of causing 
a decline of the price level through a diminution of pur- 
chasing power only if it were true that the taxes disappeared 
into the Treasury, never to be seen or felt again in the 
income stream. But this is not the case. The money goes 
in through one door and promptly goes out again through 
another. To the extent that the government might be ac- 
cumulating a huge general fund balance it could be true 
that more had gone in than had come out. Ordinarily there 
is no piling up of a vast idle hoard in the general fund. 

At this point the argument that taxation is deflationary 
is apt to take a new turn, in that it becomes an argument 
for or against certain kinds of taxes. For example, it is said 
that steeply progressive income taxes may be inflationary 
because they are a means of transferring income or pur- 
chasing power, through the taxing and spending procedures, 
from those who are disposed to save and invest to those 
who are disposed to spend. This equalization of purchasing 
power tends to increase the demand for goods, and prices 
may advance under the stimulus of the greater demand. 

It is to be noted that this logic fully recognizes the trans- 
fer character of the taxing process by conceding that what 
goes in comes out again. It fails, however, to recognize that 


the act of saving and investing is simply a different form 
of spending from that involved in retail shopping. But 
saving and investing lead to an increase of retail shopping 
somewhere, for the purpose of investment is to enlarge 
the capital fund, which means that jobs are created, wages 
are paid for productive effort, and well-being is enhanced. 
The outcome is that the volume of production, income and 
consumption is likely to be greater without, than with, 
the kind of arbitrary transfer that is involved in a steeply 
progressive income tax. 

The opposition to excise and sales taxes has relied 
strongly on the supposed deflationary effect of such taxes. 
Here the transfer aspect of taxation, which is deemed to 
operate so well in the case of progressive income taxes, 
appears to get lost in the shuffle. The deprivation of pur- 
chasing power is played up heavily. 

Illustrative of the line of argument commonly used is 
the following passage:1 

A sales tax generally tends to be deflationary and, 
therefore, harmful in periods of low consumer spend- 
ing. On the other hand, in boom periods, when de- 
flationary pressure may be needed, such pressure may 
be achieved by promptly adjusting income tax rates. 

It must be pointed out, however, that if deflationary 

measures are needed, higher income taxes in the 

brackets where the spending comes will have to be 

accepted. If such measures are not adopted, then a 

deflationary sales tax may be inescapable. 

The reader should be able readily enough to spot the 
flaws in this statement. The principal one is the omission 
of any reference to the budget, yet the whole force of the 
argument turns on this point. Failure to specify whether or 
not the budget is assumed to be balanced compels the pas- 
sage to be interpreted to mean that a sales tax would be 
deflationary in a depression although income and other 
taxes would not be; and that both income and sales taxes 
would be deflationary in a boom period. It cannot be too 
often repeated that any characterization of taxation as de- 
flationary or the reverse is meaningless unless the assump- 
tion that is made about the budget be clearly stated. 

The following illustration may serve to clarify this point. 
Suppose that the budget is balanced at $15 billion and that 
this amount of revenue is obtained as follows—$11 billion 
from individual income tax and $4 billion from other 
sources. If the tax system were recast to produce $9 billion 
from the individual income tax, $2 billion from a sales 
tax and $4 billion from other sources, it would be difficult 
to establish that the shift would depress the price level. 

In the first place, the sales tax revenue of $2 billion is 
counterbalanced by the reduction of income tax in a similar 
amount. As the passage quoted above points out, the bulk 
of the income tax, like the bulk of the sales tax, would 
come from the income brackets where the income is, namely 





1 Fiscal and Monetary Policy, by Beardsley Ruml and H. Chr. Sonne, 
National Planning Association, July 1944, p. 12. 
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the lower brackets. The bulk of the income tax reduction 
would likewise occur here. Although some persons not 
liable for income tax would pay sales tax, the reduction of 
buying power in such cases would be offset by the remission 
of income tax to a vast group of other persons. 

In the second place, the transfer process makes it clear 
that the entire $15 billion of taxes would be returned to 
the income stream about as rapidly as it was collected. This 
would occur by the payment of salaries to public em- 
ployees, of aids and grants to federal beneficiaries, of set- 
tlements with contractors who must meet payrolls and bills 
for materials and supplies (which means other payrolls 
somewhere) and interest on the public debt. The reduction 
of taxpayer income and buying power through payment 
of taxes is offset by providing others with income and buy- 
ing power through the public spending. 

It is sometimes asserted that the deflationary effects of 
taxation are most likely to be apparent when taxes are 
being collected in an amount sufficient to provide for some 
debt repayment. The following passage reflects this idea:2 

Retaining high taxes on the masses of consumers for 
general reduction of debt held by financial institutions 
may destroy purchasing power and create unemploy- 
ment. But the use of progressive taxes for the redemp- 
tion of bonds held by millions of individual savers 
may have a stabilizing influence on incomes and em- 
ployment. 

The first proposition set out here is that it might 
destroy purchasing power and create unemployment if the 
tax system were relying liberally on excises, low bracket 
income taxes and sales taxes while the debt which was 
being retired was that held by banks. The implication is 
that money used for such debt redemption disappears into 
the banks for good. 

The disposition of debt payment proceeds by the banks 
will depend on bank policy. Banks require adequate re- 
serves. They would seek extreme liquidity and large excess 
reserves only in contemplation of highly uncertain business 
prospects. The redemption of debt, and particularly the 
reduction of the floating debt held by them, could augur, 
for them and for business generally, a policy of fiscal and 
monetary stability that might promote more employment 
and the creation of more income than would be created by 
remission of excise and low bracket income taxes. This 
would be the more likely if the price of that remission were 
to be a dangerous floating debt, further dilution of bank 
reserves and a threat of additional currency devaluation. 

The second proposition in the above passage from the 
budget message is that the use of steeply progressive taxes 
to redeem bonds held by millions of individual savers may 
have a stabilizing influence on incomes and employment. 
This is another version of the argument dealt with above. 
In addition to what was said there, it may be noted: First, 
there is an assumption that all holders of Series E bonds 
2 Budget Message of the President for the Fiscal Year 1946, p. XIX. 


will spend the full redemption value thereof on receipt 
instead of reinvesting part or all of it; second, a steeply 
Progressive surtax alone would not produce enough to 
permit much redemption, and if a high normal tax were 
used, the Series E bondholders would contribute substan- 
tially to the redemption fund. 

If there are good reasons why excise and sales taxes should 
not be used, they must be sought elsewhere. The resort to 
price and monetary theory as a basis for deciding whether 
or not to tax, and for judging among different kinds of 
taxes is bad economic logic and quite misleading as a guide 
to policy. It is a natural consequence, however, of the notion 
that government should use its fiscal powers to produce 
results that the planners have set up as the national goals. 

If the position taken here be correct, the only important 
direct source of government's ability to produce those re- 
sults for the economy in which the fiscal medicine men are 
most interested is the public credit. By resort to bank loans 
on a sufficient scale it is possible to inflate the price level 
and the so-called national income. And by varying the 
amount of taxes the inflationary pressure to higher prices 
that is generated by the borrowing can be decreased or 
augmented. As long as the budget is in balance the processes 
of taxing and spending are practically neutral so far as 
concerns the price level and the income level. It is not 
without significance that the advocates of government 
control through fiscal policy have an aversion to a balanced 
budget akin to that which his Satanic majesty is said to 
have for holy water. Their schemes would not work while 
the budget is in balance. Fiscal policy, for them, is debt 
policy and the ends which they seek are attainable only 
through a continuous expansica of the public debt. 

Another aspect of the proposition that taxation tends to 
cause price changes involves the theory and practice of 
tax shifting. This is quite a different matter from an infla- 
tionary or deflationary result as reflected in price level 
changes. It proceeds from the accepted accounting practice 
of regarding all taxes paid as expense and therefore as 
items which enter into the cost of production. The effort 
of every one in business is to obtain a price that will 
afford a profit, and which will provide at least, for a 
recovery of costs. 

Making the effort to recover costs is not the same thing 
as actually recovering them out of receipts, as every business 
man knows. The record of business failures and of no-pro- 
fit income tax reports shows that many thousands of busi- 
ness concerns do not succeed in doing this in any given year. 
The theory and logic of tax shifting indicate that im the 
long run taxes which burden capital or the income from 
capital will be shifted, for the reason that an inadequate 
return will cause the supply of capital funds to decline 
and production to fall off, thus ultimately bringing about 
a price for goods that will provide the necessary net re- 
turn after taxes. This does not mean that every business 
concern, or even a considerable number of concerns, regu- 
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larly and consistently succeed in shifting their taxes, includ- 
ing income taxes on net profits, through higher prices. 

In the publication quoted above, Messrs. Ruml and Sonne 
reflect a typical business point of view in saying that the 
federal corporation income tax tends to raise the cost of 
goods and services and in some cases to pyramid it. The 
caution displayed in stating the matter as a tendency rather 
than as a demonstrable fact is commendable, although else- 
where in the same publication it is suggested that one 
result of exempting corporations from income tax might be 
lower prices for corporate products. This could hardly be 
the case except in those instances in which the corporation 
tax is a cause of higher prices. Neither side of this question 
is demonstrable. 

There is no intention here to deny that taxation has its 
effects. This would be peculiarly gratuitous in the face of 
the evidence on every hand of its destructive effects. The 
position upheld here is that these effects are not to be 
looked for in the realm of price level changes. 

An illustration of the destructive effect is provided by 
the proposal to exempt corporations from income tax. 
This plan involves, as a corollary, higher individual income 
taxes. There are several million sole proprietors and part- 
nerships engaged in business, and under the law as it has 
stood since 1913, income tax must be paid on the entire 
business income, whether distributed or not. An increase 
of individual income taxes would fall upon all business 
earnings of unincorporated concerns. Assuming that such 
concerns also shift their income taxes on! business profits— 
and they should be able to do this if the corporations can 
do it—then the higher personal taxes on such business 
income would compel them to make extraordinary efforts 
to shift the increase through higher prices while their 
corporate competitors were reducing prices after tax ex- 
emption. It is no answer to say that all unincorporated 
business could gain the exemption at the nominal price of 
a corporation charter. That so many of them have not done 
this suggests a preference otherwise for what are apparently 
deemed good reasons. This freedom of choice of the form 
of business organization would be destroyed, yet unincorpo- 
rated business would suffer seriously from the discrimina- 
tion unless it accepted the corporate form. 

A proposition that is not likely to be disputed is that 
taxation is burdensome at all times and under all circum- 
stances. The obligation to pay them, as a way of defray- 
ing the cost of governmental services, is generally recog- 
nized ; but this realization does not obliterate the disagree- 
able aspect. 

We have here a clue to the reason why expenditures and 
taxes should not be too large, although it would appear, 
from the emphasis upon the transfer character of taxation, 
that the budget could as well be $25 billion or $30 billion 


as $15 billion. The real reason for moderation in the budget 
is that, since taxation is disagreeable and burdensome, it 
produces bad effects upon the taxpayers, effects that are in 
no way offset by the fact that the money taken from them 
is turned over promptly to some one else to spend. 

Two lines of influence upon the taxpayer are evident: He 
has less money, by reason of his taxes, to be applied to 
other things; his economic motives and incentives are in- 
volved as well as his pocketbook. Primarily, the depth of 
the effect on incentives is influenced, and it may be 
governed, by the size of the exaction. There have been 
cases, however, in which a moderate tax has excited extra- 
ordinary popular resentment. 

Economic effort is inspired, in some degree, by non- 
pecuniary motivation, yet by and large the economic motive 
is dominant. Most people exert themselves more if the 
Prospective reward is greater in tangible economic terms, 
that is, in profit or wages or some other form of income. 
Taxation -educes these rewards. It imposes on us a kind 
of compuisory altruism, whereby we spend a part of our 
time in working for others. When one is compelled to spend 
more of his time or to devote more of the fruits of his 
ability to this kind of altruism than he feels is proper, his 
normal corrective procedure is to obtain relief by doing 
less. This is, for the individual, a more speedy and more 
effective remedy for excessive taxation than to undertake, 
through group action, to secure those economies of govern- 
ment which would reduce the tax levies. Such reaction is 
more likely to occur under the ordinary routine conditions 
of peace than it is under the stress of some great national 
emergency such as the present war. 

The injurious effects of taxation on individual motiva- 
tion occur at points where they are least likely to be readily 
perceived, although at the same time they are most likely 
to cause maximum damage. Most of us must learn to adjust 
our necks to the tax yoke, be it heavy or light. We have 
neither the opportunity nor responsibility for making deci- 
sions on which the jobs and the well-being of others de- 
pend. Among all of the economic decisions, none is more 
significant for the general well-being than the decision 
whether or not to save and invest, to risk capital, to venture 
into a line of business where great rewards or great losses 
may lie ahead. In short, the greatest damage of severe tax- 
ation is done by tax rates and tax methods which impair 
the vigorous functioning of the enterprise system. The chief 
concern of legislators and of tax students should be with 
the effect of taxation on enterprise, rather than with such 
esoteric matters as its effect on the price level. 


Harvey L. Lutz 
Professor of Public Finance 
Princeton University 








